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Procurement

Dear Ms. Howland:

In docket DE 05-088, the reconciliation of Public Service Company of New
Hampshire’s (“PSNH”) 2004 costs and revenues associated with its stranded cost
recovery charge and transition and default energy service charges, the Commission
approved a settlement agreement reached by PSNH, Staff and the Office of Consumer
Advocate (“OCA”), (collectively, “the Parties and Staff”)!. One part of that settlement
dealt with coal supply and transportation problems experienced by PSNH. The Parties
and Staff agreed with Staff’s recommendation that the Commission reserve judgment on
the associated costs pending Staff’s retention of an independent consultant to investigate
those costs. Docket number DE 06-097 was established for the investigation. Enclosed
please find an original and six copies of the final report prepared by The Liberty
Consulting Group (“Liberty”), the consultants retained by Staff to conduct the
investigation.

As part of its review, Liberty examined PSNH’s coal procurements and
transportation operations during the period from late 2003 through 2006. Liberty
reviewed PSNH’s organizational structure; procurement procedures, justification and
control; portfolio strategy, contract policy and management; and the existing conditions
regarding unloading ocean vessels and barges at Schiller Station. While Liberty had
positive comments concerning PSNH’s responses to many of the challenging situations
PSNH faced, its report provides recommendations, summarized as follows:

! See Order No. 24,568 (December 22, 2005).
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e Revise the current procedures for fuel procurement to better address such things
as fuel portfolio strategy, minimizing the risks of fuel price volatility, and
detailing the procedures for solicitations and bid evaluations;

e Overhaul the coal procurement processes to permit them to demonstrate that
PSNH has used solicitation and evaluation processes that result in the lowest
reasonable cost to produce electrical energy at the busbar;

e Develop a formalized and documented portfolio strategy that supports coal
procurement by addressing and mitigating the risks associated with essential
elements of fuel procurement such as commodity, contract term, supplier and
price;

e Attempt to negotiate the addition of language in new coal contracts that deals with
remedies in the event of supplier default on delivery of coal;

e Do not pass increased coal procurement costs ($140,000) resulting from inventory
control problems at Merrimack Station to customers; and

o Expedite efforts to correct the restrictive coal unloading situation at the Schiller
Station.

As docket DE 06-097 is essentially an instance of the Commission conducting its
oversight authority, there is no established procedural schedule. With the filing of
Liberty’s final report, the question remains of the best way to proceed from this point. As
the Commission stated in Order No. 24,568,

We...endorse the recommendation that Staff engage a coal procurement
expert to analyze PSNH’s coal procurement and transportation operations.
Consistent with the Agreement, we will defer action on the coal-related
costs until that analysis has been completed.

In Staff’s view, a few options exist about how best to proceed. It is likely that PSNH will
desire to file comments in response to the report, and Staff believes that PSNH should be
given that opportunity. From there, the Commission could a) hold a hearing if it is
deemed necessary, or b) issue a nisi order rendering whatever decision the Commission
deems appropriate. Staff also suggests that another option is to include Liberty’s final
report and any PSNH comments in DE 07-057, the ongoing docket for the reconciliation
of PSNH’s 2006 revenues and costs associated with its stranded cost recovery charge and
energy service charge. Fuel supply and cost issues are routinely examined in these
annual reconciliation dockets, so, in that respect, the information from Liberty’s
examination is in line with issues normally discussed in such proceedings. In addition,
the parties involved in DE 05-088, namely, PSNH, the OCA and Staff, are also taking
part in DE 07-057. Finally, one of the recommendations from Liberty involves a
recommended monetary disallowance. Depending on the ultimate resolution of that
issue, any potential dollar adjustment could easily be incorporated into the ongoing
reconciliation docket.

Liberty has spent a good deal of time and effort conducting a thorough
examination and preparing its report. Staff recommends the Commission accept the
report, allow PSNH the opportunity to file comments, and then allow the report and
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comments to be incorporated into DE 07-057, with the resolution of any issues to be
determined in that docket.

Please let me know if you have any questions.

Sincerely,

SEF

Steven E. Mullen
Utility Analyst
encl

cc: Service List
OCA
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I. Introduction

A. Background

On May 2, 2005, Public Service Company of New Hampshire (“PSNH”) filed with the New
Hampshire Public Utilities Commission (“Commission™) a proposed reconciliation of the
accounts associated with PSNH’s Stranded Cost Recovery Charge (“SCRC”) and Transition and
Default Energy Service charges for calendar year 2004, with accompanying pre-filed direct
testimony. Because of this filing, the Commission issued an Order Approving Stipulation and
Settlement Agreement, Order No. 24,568 dated December 22, 2005 (“the Order”). The Order
adopted Staff’s recommendation to engage a coal-procurement expert to analyze PSNH’s coal
procurement and transportation operations.

The Liberty Consulting Group (“Liberty”) performed the required analysis of PSNH’s coal
procurement and transportations operations. Liberty is a management and technical consulting
firm that specializes in the public-utility industries. Liberty has extensive experience in utility
fuel procurement and management. The Order addressed, among other things, the procurement
and transportation of coal, which comprises PSNH’s predominant fossil-fuel source. Liberty’s
analysis therefore focused on coal procurement and transportation operations for PSNH’s two
coal-fired electric generating stations; i.e., the Merrimack and Schiller Stations.

B. Merrimack and Schiller Coal-Burning Capabilities

The Merrimack Station, located in Bow, New Hampshire, consists of two generating units with
capacities of 112 MW and 320 MW. The cyclone boilers of both units burn coal with
comparatively low ash-fusion temperatures. Each unit uses an electrostatic precipitator. Unit #1
typically burns coal with sulfur content in the range of 1.15 percent. Unit #2 typically burns coal
with a sulfur content of approximately 1.0 percent. Neither unit operates with equipment
specifically designed to control SO, emissions. Coal ash-fusion temperatures tend to be inversely
proportional to coal sulfur content; therefore the lowest ash-fusion temperature coals are burned
in Unit #1, and coals with slightly higher ash-fusion temperatures are burned in Unit #2. Both
units have Selective Catalytic Reduction (“SCR”) systems for the control of NOx emissions.

Merrimack Station can take coal deliveries by rail and by truck. Typically, about 32 percent of
Merrimack’s requirements arrive by truck. Rail deliveries arrive in sets of 90 cars on the Boston
& Maine Railroad. Norfolk Southern typically originates the rail deliveries from coal mines
located in northern and central Appalachia. Rotary dumpers individually unload rail cars.
Merrimack’s cyclone boilers and the corresponding requirement for coal with low ash-fusion
temperatures significantly constrain the market that offers sourcing opportunities for the station’s
coal. Only a small number of domestic and international suppliers can offer coal that meets the
Merrimack boilers specifications.

The Schiller Station, located in Portsmouth, New Hampshire, consists of three 50 megawatt
generating units (#4, #5, and #6). PSNH completed the conversion of Unit #5 to a wood-fired
boiler and placed it in service for commercial operation in December of 2006. The Unit #4 and
#6 pulverized coal boilers can burn a wide range of generally available coals. Units #4 and #6
have electrostatic precipitators. Each unit typically burns coal with sulfur content in the range of
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0.75 to 1.0 percent. Neither unit uses equipment specifically designed to control SO; emissions.
Units #4 and #6 have Selective Non-Catalytic Reduction systems (“SNCR”) for control of NOx
emissions. Most coal arrives at the Schiller Station by water, and comes by barges or ocean cargo
vessels. The station can also take truck deliveries. Self-unloading ocean vessels or the station’s
Siwertell auger type unloader unload coal into the station’s hopper and conveyor system.

C. Fuel Organization

The PSNH Fuel Department procures and manages fossil fuels, which consist of coal, oil, and
natural gas, for use at PSNH generating stations. The Manager — Fuel Purchasing & Supply
heads this Department. He reports to the Vice President — Energy Delivery & Generation for
PSNH. That executive in turn reports to the President & Chief Operating Officer of PSNH. The
President of PSNH reports to the President — Utility Group for the Northeast Utilities System,
and the President — Utility Group reports to the Chairman — President and Chief Executive
Officer of Northeast Utilities System. The following organization chart shows these reporting
relationships.

Chairman - President and
Chief Executive Officer
Northeast Utilities System

President
Utility Group
Northeast Utilities System

President and
Chief Operating Officer
Public Service Company of
New Hampshire

Vice President - Energy
Delivery & Generation
Public Service Company of
New Hampshire

Manager - Fuel
Purchasing & Supply
Public Service Company of
New Hampshire
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Five Fuel Department individuals report to the Manager — Fuel Purchasing & Supply:

e Fuel Principal, Coal: Lead commercial representative for coal procurement and supply

e Fuel Principal, Rail Logistics Coordinator: Lead commercial representative for rail
transportation, and support to the Coal Principal

e Fuel Principal, Wood: Lead commercial representative for wood fuel procurement and
supply

e Fuel Principal, Oil, Natural Gas & Emission Allowances: Lead commercial
representative for fuel oil, natural gas and emission allowances

o Fuel Technician: Technical support.

The Manager and the Fuel Principal, Coal comprise the two individuals most extensively
involved in coal procurement and management. The Manager has a strong fuels technical and
procurement background. This background includes many years of experience in the energy
field, and a graduate degree in business. He has served NU in fuel supply since 1987, and has
been the fuel manager for 10 years. The Fuel Principal, Coal has been in his current position for
10 years; he served as fuel analyst for the five preceding years. Overall, the Fuel Department has
sufficient experience in fuels and analytical support for fuel procurement and the administration
of contracts and purchase orders for the procurement and transportation of fuels.

I1. Discussion

A. Procurement Procedures

PSNH operates under fuel procurement procedures entitled “Fossil Fuel Procurement and
Inventory Management,” FF1.00, Rev. 03, dated October 1, 2002. These summary level
procedures (only 13 pages) provide only overall guidance. The stated intent of the procedures is
to provide flexibility to the fuel management process and to integrate it with the electronic
routing and record-keeping capabilities of the “Materials Information Management Systems”
(“MIMS”). The procedures contain the following major sections:

e Contracting
Inventory Management
Purchase Orders
Invoicing
Receiving
Planning
Records
Attachment 1, “Delegation of Signature Authority for Fossil Fuel Contracts, Purchase
Orders, and Invoices.”

The procedures’ intent to provide flexibility in fuel procurement necessarily makes them general
and relatively brief. Liberty found them, however, to be significantly shorter and more general
than similar procedures reviewed at other fuel management organizations. The strong emphasis
on brevity has produced procedures that do not provide sufficient: (a) guidance regarding the

applicable to fuel procurement and management activities. One particularly s1gn1ﬁoant omissmn
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Such deﬁmtlon comprlses an important element in mltlgatmg the risks faced by fuel purchasers
in dynamic, volatile markets. Hedging, another important tool for addressing volatility,
represents another significant gap; the subject receives no direct mention in the procedures.
However, the procedures do refer to one component of hedging. The procedures state that the use
of derivative products is prohibited in the procurement of fuel. The procedures also fail to
address a number of activities central to effective fuel management; i.e., maintenance and use of
bidders lists, mechanics of the solicitation process, controls necessary to ensure confidentiality of
incoming bids, and impartiality of bid analyses.

P

B. Procurement Justification and Control
1. Procurement Approval Authority

evision 3 to the “Fossil Fuel Procurement and Inventory Management” procedures, dated
ctober 1, 2002 contains Attachment 1, which authorizes two individuals to approve fuel-related
nvoices and fuel-related contracts:
e Manager, Fuel Management: $3 million in value or one year in length.
e Director, PSNH Generation: $20 million in value or three years in length.
The PSNH response to a Data Request' indicated that, while not part of the procedures manual,
the Vice President, Energy Delivery and Generation had authority to approve fuel-related
invoices and fuel and fuel-related contracts to a maximum of $25 million in value.
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